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Health care is the most serious domestic policy problem we have,
and Medicare is the most important component of that problem. Every
federal agency that has examined the issue has affirmed that we are on a
dangerous, unsustainable spending path:
■■ According to the Medicare Trustees, by 2012 the deficits in Social
Security and Medicare will require one out of every 10 income tax dollars.
■■ They will claim one in every four general revenue dollars by 2020 and
almost one in two by 2030.
■■ Of the two programs, Medicare is by far the most burdensome — with
an unfunded liability five times that of Social Security.
Nor is this forecast the worst that can happen:
■■ The Congressional Budget Office notes that health care costs overall
have been rising for many years at twice the rate of growth of our incomes.
■■ On the current path, health care spending (mainly Medicare and
Medicaid) will crowd out every other activity of the federal government by midcentury.
There are three underlying reasons for this dilemma:
■■ Since Medicare beneficiaries are participating in a use-it-or-lose-it system, patients can realize benefits only by consuming more care; they
receive no personal benefit from consuming care prudently and they
bear no personal cost if they are wasteful.
■■ Since Medicare providers are trapped in a system in which they are
paid predetermined fees for prescribed tasks, they have no financial
incentives to improve outcomes, and physicians often receive less takehome pay if they provide low-cost, high-quality care.
■■ Since Medicare is funded on a pay-as-you-go basis, many of today’s
taxpayers are not saving and investing to fund their own post-retirement care; thus, today’s young workers will receive benefits only if
future workers are willing to pay exorbitantly high tax rates.

A Framework for Medicare Reform
To address these three defects in the current system,
we propose three fundamental Medicare reforms:
■■ Using a special type of Health Savings Account, beneficiaries would be able to manage at least one-fifth
of their health care dollars (and up to 40 percent under the “Intermediate Model”) — thus keeping each
dollar of wasteful spending they avoid and bearing
the full cost of each dollar of waste they generate.
■■ Physicians would be free to repackage and reprice
their services — thus profiting from innovations that
lower costs and raise the quality of care.
■■ Workers (along with their employers) would save and
invest 4 percent of payroll — eventually reaching the
point where each generation of retirees pays for the
bulk of its own post-retirement medical care.
These reforms would dramatically change incentives.
Whether in their rôle as patient, provider or worker/
saver, people would reap the benefits of socially beneficial behavior and incur the costs of socially undesirable
behavior. Specifically, Medicare patients would have a
direct financial interest in seeking out low-cost, highquality care. Providers would have a direct financial
interest in producing efficient, high-quality care. And
workers/savers would have a financial interest in a longterm financing system that promotes efficient, highquality care for generations to come.
With assistance from Andrew J. Rettenmaier, an
NCPA senior fellow, we have been able to simulate the

long-term impact of some of these reforms. The bottom line: Under reasonable assumptions, we can reach
the mid-21st century with seniors paying no more (as
a share of the cost of the program) than the premiums
they pay today and with a taxpayer burden (relative
to national income) no greater than the burden today.
Along the way, the structure of Medicare financing will
be totally transformed:
■■ Whereas today, 86 percent of all Medicare spending
is funded through taxes, by 2080, taxes will be needed for only one out of every four dollars of spending.
■■ Whereas there is no prefunding of Medicare today,
60 percent of all Medicare spending will eventually
be funded through savings generated by beneficiaries
during their working years.
In terms of the impact of Medicare on the economy
as a whole:
■■ With no reform, the size of the Medicare program
will more than triple (relative to national income)
over the next 75 years.
■■ With reform, Medicare will take no more of national
income than it does today.
■■ Of the savings brought about by reform (Intermediate
Model), 70 percent are due to the effects of prefunding, 20 percent are due to improved demand-side incentives and 10 percent are due to better supply-side
incentives.
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Introduction
The most important domestic
policy problem this country faces
is health care. The most important
component of that problem is Medicare. Forecasts by every federal
agency that produces such simulations — the Congressional Budget
Office (CBO), the Social Security/
Medicare Trustees, the General
Accounting Office (GAO) — show
that we are on a dangerous and unsustainable path. Indeed, the question is not: Will reform take place?
The question is: How painful will
reform have to be?
In what follows, we propose
short-term and long-term reforms.
Although these reforms are far from
painless, they are far less burdensome than the cost of putting off
reform many years into the future.
This plan builds on a series of studies and detailed policy proposals
by the National Center for Policy
Analysis over the past 25 years that
have analyzed prefunding the health
expenses of the elderly.1
Here’s the bottom line: In return
for making small sacrifices today,
very realistic simulations show that
we can reach midcentury — when
today’s teenagers reach retirement
age — with a Medicare system
no more burdensome (relative to
national income) than the program
is today.
The Size of Unfunded Entitlement Debt. The 2008 Social
Security and Medicare Trustees Reports show the combined unfunded
liability of these two programs has
reached $101.7 trillion in today’s
dollars. [See Table I.] That is more
than seven times the size of the U.S.
economy and 10 times the size of
the outstanding national debt. The
unfunded liability is the difference

between the benefits that have been
promised to retirees and what will
be collected in dedicated taxes and
Medicare premiums. Although
Social Security’s projected deficit
has received the bulk of attention
from politicians and the media,
Medicare’s future liabilities are far
more ominous. In fact, Medicare’s
total unfunded liability is more than
five times larger than that of Social
Security.
Causes of the Problem. Medicare is in trouble for two reasons.
First, health care spending has been
growing at twice the rate of growth
of national income for the past
four decades and that trend shows
no signs of abating. One doesn’t
need a spreadsheet or a computer
program to know that if this trend
continues, health care will eventually crowd out every other form
of consumption. Second, elderly
entitlement programs are based on
pay-as-you-go finance rather than a
funded system in which each generation saves and invests and pays
its own way. Pay-as-you-go means

every dollar collected in Medicare
payroll taxes is spent. Nothing is
saved. Nothing is invested. The
payroll taxes contributed by today’s
workers pay the benefits of today’s
retirees. Without reform, however,
today’s workers will receive their
retirement benefits only if the next
generation of workers is willing to
pay much higher taxes.
Effects on Federal Government Cash Flow Finances. Until
recently, the effect of Social Security and Medicare on the rest of the
federal government was relatively
small. However, the combined deficits of both programs will require
about 7.1 percent of general income
tax revenues in 2010. [See Figure
I.] As the baby boomers begin to
retire, that number will soar, primarily because of the expansion
of Medicare. As a result, it will be
increasingly difficult for the federal
government to continue spending
on other activities:
■■ In the absence of a tax increase
or benefit cuts, by 2012 the federal government will require one

TABLE I

Unfunded Liabilities of
Social Security and Medicare
(in trillions of dollars)
Social Security*
Medicare A*
Medicare B
Medicare D
Total

*

2007 Estimate
$15.6
29.8
27.7
17.1
$90.2

2008 Estimate
$ 15.8
34.7
34.0
17.2
$101.7

The calculations do not include the Social Security and Medicare Part A Trust
Funds, estimated at $2.5 trillion in 2008.

Source: 2008 Social Security and Medicare Trustees Reports.
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grow at their historical growth rates
relative to national income, health
care spending will consume nearly
the entire federal budget by midcentury.2

FIGURE I

General Revenue Transfers to
Social Security and Medicare
(as a percent of income tax revenues)
86.0%
79.2%
71.9%
64.9%
59.1%
47.2%
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Note: Federal income taxes are estimated to be 10.70% of the 50-year average of gross domestic
product.
Source: 2008 Social Security and Medicare Trustees Reports.

out of every 10 dollars of general
income tax revenues to keep its
promises to seniors and balance
its budget.
■■ That means, roughly speaking,
the federal government will have
to stop doing one in every 10
other things it has been doing by
2012.
■■ By 2020, the federal government
will have to stop doing one in every four things it has been doing.
■■ By 2030, about the midpoint
of the baby boomer retirement
years, the federal government
will have to stop doing almost
one in every two things it does
today.
4

Education, national defense,
housing, energy, Social Security —
all of these activities of government
will have to be put aside, if health
care promises to the elderly are to
be met.
Along the way, Medicaid spending threatens to crowd out every
other activity of state and local governments, and private health care
spending threatens to crowd out
every other form of consumption.
Bad as these projections are,
the reality could be even worse.
According to the Congressional
Budget Office (CBO), if Medicare
and Medicaid spending continue to

What About the Trust Funds?
Like other government trust funds
(highway, unemployment insurance
and so forth), the Social Security
and Medicare Trust Funds exist
purely for accounting purposes: to
keep track of surpluses and deficits
in the inflow and outflow of funds.
The accumulated Social Security
surplus actually consists of paper
certificates (non-negotiable bonds)
kept in a filing cabinet in a government office in West Virginia.
(Medicare saves paper by keeping
all of its records electronically.)
These bonds cannot be sold on Wall
Street or to foreign investors. They
can only be returned to the Treasury. In essence, they are IOUs the
government writes to itself.
Every payroll tax check signed
by employers is written to the U.S.
Treasury. Every Social Security
benefit check and every Medicare
reimbursement check comes from
the U.S. Treasury. The trust funds
neither receive money nor disburse it. Moreover, every asset of
the trust funds is a liability of the
Treasury. Summing over all three
agencies (both trust funds and the
Treasury), the balance is zero. For
the Treasury to write a check, the
government must first tax or borrow.
The Need for Change. If
policymakers wait to address these
problems until they are out of
control, the solutions will be drastic and painful. It is prudent to act
now. What can be done?

Short-Term Reform:
Demand-Side Changes
How can we control the rising
cost of Medicare? Fortunately there
are an enormous number of people
who have answers. These include
650,000 participating doctors and
30,000 participating facilities and
approximately 44 million beneficiaries. In fact, almost everyone participating in the system can produce
examples of waste and inefficiency
that need to be eliminated. Unlike
a normal market, however, none of
these people can do much about the
needed improvements they perceive. And perversely, people who
try to improve the system are often
penalized for doing so.
Since Medicare benefits are
use-it-or-lose-it, patients can economize only by forgoing care. Since
doctors are typically paid fixed fees
for predetermined tasks, they can
economize only by reducing services and therefore reducing their
income. These incentives need to
change. We need to unleash the
providers and encourage them to
use their intelligence, their creativity and their innovative ability to
make the changes needed to produce low-cost, high-quality health
care. We need to unleash patients
and encourage them to apply prudent shopping skills that are normal
in every other market to the market
for medical care.
Let’s begin with some demandside changes. Under the current
structure, seniors pay as many
as three premiums to three plans
(Medicare Part B premium, Medigap premium and Part D premium)
and often still do not have the
coverage nonseniors typically have.
We propose to replace this structure

with a new, simplified structure —
meant to mimic the health insurance benefits the rest of Americans
enjoy.3
Standard Comprehensive Plan
(SCP). This is the paradigm from
which all other options are points of
departure. The plan has an acrossthe-board $2,500 deductible and
comprehensive coverage above
the deductible. There is only one
premium needed to enroll in this
plan, and it equals about 15 percent
of Medicare’s total cost. All current
Medicare beneficiaries will have the
opportunity to enroll in a SCP as an
alternative to traditional Medicare.
For all future Medicare enrollees,
the SCP will be the only government plan offered.

“Health care could
crowd out all other
Insert
here.
federalcallout
spending
by
midcentury.”
Roth-Type Health Savings Accounts. All seniors enrolled in a
SCP may deposit up to $2,500 in a
Roth-type Health Savings Account
(HSA). These deposits are aftertax; they grow tax free; and they
may be withdrawn for any purpose
tax free. It is expected that most
seniors who enroll in SCPs will
be able to fund their HSA deposits
with money that would otherwise be
spent out of pocket, plus the savings
on premium expenses. Those who
elect some of the options described
below may be able to have larger
accounts — funded by third-party
insurer contributions or out-of-

pocket contributions. In all cases,
seniors will use their HSAs to pay
for expenses not paid by third-party
insurance.
Private Administration. We envision that Medicare insurance will
be administered by private insurers.
Under the current system, Medicare
is generally administered by Blue
Cross — acting as a no-risk claims
administrator. Under the new
system, the government’s SCP plan
will also be administered by Blue
Cross. However, other private carriers may also offer plans, much as
they do under the current Medicare
Advantage Program (Part C). The
government will pay these plans a
risk-adjusted premium and they will
be at risk, with incentives to eliminate waste and inefficiency.
Risk-Adjusted Premiums.
People who are already enrolled in
Medicare will continue to pay the
15 percent premium to maintain
their enrollment in SCPs in future
years. For those who enroll in private plans, the government will add
to this amount, producing an overall
premium, adjusted for health risks
the senior poses. The government’s
goal is to ensure that the total
premium will always be sufficient
to purchase the SCP package of
benefits, although for private plans
this premium will be determined
by competition in the marketplace.
(The current method of making
risk-rated premium payments can
serve as a guide; however, there
are too many constraints imposed
by special interest pressures.)4 For
people yet to retire, there will be
additional costs to the retiree as
described below.
Other Insurance Options.
Seniors will have other insurance
options. Following the method
5
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described above, we will be able to
fix the government’s liability. Once
the government (taxpayer) contribution has been set, insurers will be
able to offer different benefit packages, with higher or lower overall
premiums. These options would
include HMOs, PPOs, HSA plans
with higher deductibles and Special
Needs Plans with HSAs. Also, retirees could remain in their previous
employer’s plan (if the employer
is willing) by directing the government’s contribution to that plan.5
Seniors who choose one of the
options may have other HSA opportunities. For example, a senior
choosing a $5,000 deductible will
be able to make a $5,000 annual
HSA deposit, with the extra $2,500,
say, covered by a $1,250 deposit
by the insurer and $1,250 from the
enrollee.6

“Seniors should be able
to manage some of
Insert
here.
theircallout
own health
care dollars.”

New Health Savings Account
Design. Private insurers offering
HSA plans will not be required to
have an across-the-board deductible. They will instead be allowed
to reduce the deductible to zero for
services they want to encourage
(such as medications for schizophrenia) and maintain high deductibles for services for which patient
discretion is appropriate and desirable (for example, choice of drugs
for arthritis or allergies). Additionally, plans will be able to carve out
6

whole categories of care (such as
primary care or diagnostic tests),
which patients will pay entirely
from their HSAs without any deductible or copayment.7
Insurers will also be able to create special HSA accounts for the
chronically ill, allowing them to
manage more of their own health
care dollars. The “Cash and Counsel” experiments — pilot projects
in more than half the states — have
provided one possible model to
follow. In these programs, disabled Medicaid patients manage
their own health care budgets and
can hire and fire those who provide them with custodial and even
medical services. Incredibly, the
satisfaction rate in these programs
is 90 percent.8 The insurer’s incentives to improve plan design will
be enhanced by long-term contracts
(discussed below).
Expected Changes in Behavior.
Almost three decades ago, a RAND
study found that when people pay
a substantial amount of their health
care bills out-of-pocket, they reduce
their health care spending significantly, with no apparent harmful
effects on their health.9 Since that
time, there have been a number of
experiments — both within this
country and abroad — exploring
ways to create greater patient cost
sharing without encouraging people
to forgo needed care. These include
Medisave Accounts in Singapore
(dating from 1984),10 Medical Savings Accounts in South Africa (dating from 1993);11 and in the United
States, a Medical Savings Account
pilot program (dating from 1996),12
the current Health Savings Account program (dating from 2004),13
Health Reimbursement Arrangements (dating from 2002) and even

cash accounts in Medicaid.14 Many
of these experiments have been
subjected to considerable academic
scrutiny.
The consensus seems to be that
when patients are managing their
own health care funds, they make
prudent decisions — say, substituting generic drugs for brand name
drugs, reducing unnecessary trips
to physicians’ offices and hospital emergency rooms, engaging in
comparison shopping, seeking second opinions on surgery, questioning the necessity of certain diagnostic tests and so forth.15
Unfortunately, most of these
patient decisions are being made
in the context of a market in which
there is little price or quality transparency and in which there are limited support tools to help patients
make wise choices. Undoubtedly,
the market would work much better
if providers were free to repackage
and reprice their services in a way
that encouraged them to compete
for patients based on both price
and quality of care. To that end, let
us now consider some supply-side
changes.

Short-Term Reform:
Supply-Side Changes16
Doctors participating in Medicare
today must practice medicine under
an outmoded, wasteful payment
system. Typically, they receive
no financial reward for talking to
patients by telephone, communicating by e-mail, teaching patients how
to manage their own care or helping them be better consumers in the
market for drugs. Medicare pays by
task, and these are not reimbursable
activities. So doctors who help patients in these ways are taking away
from billable uses of their time.17

In fact, physicians who help
patients in these ways may end up
with less payment from Medicare.
To make matters worse, as Medicare suppresses reimbursement fees,
doctors are increasingly unable to
perform any task that is inadequately reimbursed. Other health care
providers face the same perverse
incentives. All too often, high-cost,
low-quality care is reimbursed at a
higher rate than the alternative, and
Medicare’s payment rules get in the
way of providers working together
to improve health care.18
How can we produce high-quality care for a cost that is well below
the price we are paying today? Fortunately, we do not have to speculate. There are hundreds of examples of efficient, high-quality care,
and many of them have been studied and described in the academic
literature. For example, studies by
researchers at the Dartmouth Institute for Health Policy and Clinical
Practice imply that if everyone in
America went to the Mayo Clinic
for health care, the nation could
reduce its annual health care bill
by one-fourth.19 If everyone went
to Intermountain Healthcare in Salt
Lake City, the nation could reduce
its health care spending by onethird.20 Studies by Dartmouth21 and
the National Center for Policy Analysis22 imply that if every region of
the country practiced medicine the
way the most “efficient” or low cost
regions do, we could cut Medicare
spending by one-third to one-fourth
of its current level.
How do we get from here to
there? Here are two practical examples of what would be involved.
Case Study: Geisinger Health
System in Central Pennsylvania.23
Geisinger provides a useful ex-

ample. It offers a 90-day warranty
on heart surgery, similar to the type
of warranties found in consumer
product markets. If the patient
returns with complications during
that period, Geisinger promises to
provide treatment without sending
the patient or the insurer another
bill.

“Doctors would be
able
to charge
for
Insert
calloutmore
here.
better results.”

Unfortunately, Geisinger incurs
financial losses under this practice,
even as it saves money for Medicare overall. This is because health
care organizations like Geisinger
are paid more when patients have
complications that lead to more
visits, more tests and more readmissions. (Most hospitals make
money on their mistakes!) What is
needed is a willingness to pay for
such guarantees. Medicare should
be willing to pay more for the initial
surgery if taxpayers save money
overall.
Case Study: Virginia Mason
Medical Center in Seattle.24 In another innovative example, Virginia
Mason offers a new approach to
the treatment of back pain, a source
of considerable medical spending
nationwide. Under the old system,
a patient would often first receive
an MRI scan or specialty consultation and other tests before referral
to a physical therapist. Under the
new system — which cuts the cost
of treatment in half — patients are

first seen by a physical therapist unless additional diagnostic measures
are clearly indicated, and receive
an MRI scan only if the therapy
doesn’t work and symptoms persist.
The new system improves efficiency and saves money for payers
but leaves the providers financially
worse off. As in the case of Geisinger, Medicare should permit a
new payment arrangement — one
that is win-win for Medicare and
Virginia Mason.
New Payment Opportunities.
Medicare providers should be reimbursed more efficiently. We should
be willing to reward doctors who
raise quality and lower costs —
who improve patient access to care,
improve communication and teach
patients how to be better managers
of their own care. Providers do not
need pay-for-performance; rather,
performance for pay — with ideas
and proposals coming from the
supply side of the market (which is
more knowledgeable about potential improvements than the demand
side).
Any provider should be able to
propose and obtain a different reimbursement arrangement, provided
that (1) the total cost to government
does not increase, (2) patient quality of care does not decrease and (3)
the provider proposes a method of
measuring and assuring that (1) and
(2) have been satisfied.
Evaluating Proposals. In
evaluating proposals, the Centers
for Medicare and Medicaid Services
(CMS) needs to depart from current procedures in four important
ways. First, providers should not be
“at risk” for the system-wide costs
they propose to lower. For example, better diabetic care initiated
7
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by pharmacists in Asheville, N.C.,
apparently reduced physician visits
and episodes of emergency room
care.25 Yet the costs the pharmacists
reduced are costs they do not control. Services provided by walk-in
clinics in shopping malls may also
lower physician and emergency
room visits. But these costs are also
not under the control of the clinic.
Second, approvals should be
granted based on reasonable expectations that costs will be lowered
and quality increased. For example,
there are dozens of case studies
documenting higher-than-average
quality and lower-than-average cost.
A provider who makes a prima facie
case that he intends to replicate the
standard operating procedures used
in these case studies should be presumed to be successful.
Third, the CMS should view
these arrangements as venture capital investments —understanding at
the outset that many ventures will
not be successful.
Finally, the goal of these arrangements is not to save as much money
as possible for the CMS. The goal
is to encourage a competitive market on the provider side — in which
every doctor and every facility is
encouraged to continuously search
for ways to rebundle and reprice
medical services in quality-enhancing, cost-reducing ways.
Once one hospital or doctor
group implements an arrangement
with better payment for better results, there will be competitive pressures on other providers to find new
and innovative ways of raising quality and lowering costs. Plus, once
Medicare takes these steps, private
insurers can adopt similar payment
systems more easily. Medicare and
8

the private sector will be pushing in
the same direction, for better care
— not just more services.

Long-Term Reform:
Health Insurance Retirement Accounts (HIRAs)26

Rescinding Contracts. After
some reasonable period of time
(agreed to in advance) the CMS
must make a reasonable determination about the success of the agreement. If there is clear evidence
of failure, the contract should be
ended. If the new system shows
clear evidence of success, the contract should be extended. If the evidence is mixed, the provider might
be put on notice that the contractual
arrangement is in jeopardy.

The purpose of HIRA accounts
is to allow people to prefund some
of their post-retirement health care
benefits, so that they do not have to
rely as heavily as currently projected on future taxpayers. Eventually
each generation will pay its own
way. By saving enough during their
working years and paying additional amounts from their retirement
income, they will be able to completely cover the cost of care during
the years of retirement.
Contribution Levels. We envision an initial mandatory contribution level of 4 percent of payroll —
2 percent each from the employer
and employee. These amounts may
rise in future years if they prove
inadequate to achieve sufficient prefunding.
Investment of HIRA Funds.
Unlike some proposals for Social
Security reform, we propose that all
HIRA funds be invested in diversified, conservative, international
portfolios, consisting of stocks,
bonds, real estate and other assets.
Some argue that private account
funds should be invested in riskfree government bonds. That is
an acceptable approach for a small
program with a modest amount of
money to invest. However, for the
size of the forced saving considered
here, there are not enough bonds
to be purchased. Nor should the
federal government borrow enough
to meet the demand. That would be
irresponsible. As a practical matter,
there is no alternative to investing
in the nation’s capital stock.27
Management. The investment
of HIRA funds will be managed by
private security agencies. As is the

“People would save
during their working
Insert
here.
years forcallout
post-retirement
health care expenses.”

Streamlined Approvals. For the
reform to be workable, the transactions must be easy to negotiate and
consummate. Paperwork and time
delays are the enemy of entrepreneurship. However, given a willing
Medicare administration, the process of reform should not take long.
There are already low-cost, highquality pockets of excellence just
waiting to be replicated.
Relaxation of the Stark Restrictions. Another essential ingredient
is allowing doctors and facilities to
work together as a team — making
needed improvements and profiting
from those improvements. To facilitate this change, we must repeal
or relax regulations that prohibit
profitable provider arrangements,
including the so-called Stark laws.

case in Chile’s social security system, these companies will compete
not so much on portfolio selection
(about which they will have little
choice) but on reporting, accounting
and other services.
Contingent Ownership. Individuals are the nominal owners
of their HIRAs, but their rights
to these funds are contingent on
several factors. First, they must
survive to the age of eligibility for
Medicare. In case of an early death,
a worker’s HIRA funds are distributed to the accounts of all remaining workers. In this sense, an individual’s property rights in a HIRA
are like contractual rights under an
annuity insurance contract. Second,
the SCPs will receive risk-rated
premiums for all their enrollees. In
the early years, the risk rating can
be entirely accomplished by adjusting the government’s contribution.
Several simulation models are described in a later section. The Core
and Intermediate Models would
allow for the HIRA balances in the
large or “overfunded” accounts
to be taxed to make risk-rated
premium payments on behalf of
individuals with “underfunded” accounts. At this point, HIRA owners
are entitled to a “risk-rated annual
withdrawal,” in a manner described
more fully below.
Relation to Disability. Although
not a formal part of this proposal,
a natural extension of these ideas
is to consider integrating Medicare
post-retirement reform with reform
of Social Security disability insurance and Medicare for the disabled.
Chile has shown that the costs for
disability can be cut in half with
private accounts and better economic incentives.28

Long-Term Reform:
Uses of HIRA Funds
HIRA Options. Owners of
HIRA accounts will be given these
options: (1) they can cede their
HIRA funds to the government and
enroll in a conventional Medicare
SCP plan, (2) they can purchase an
annuity — a stream of cash for their
remaining years to be used to pay
private health insurance premiums
and to purchase health care directly,
or (3) they can keep the account and
withdraw an amount each year for
the payment of premiums — with
the withdrawal percentage determined by the government.29
Timing of HIRA Options.
Workers will be able to make an
election at any time within 10 years
of the age of eligibility for Medicare.30
Using HIRA Funds to Purchase
Private Health Insurance. As
with current Medicare enrollees, the
point of departure for future beneficiaries will be enrollment in a SCP
plan. Individuals will pay a riskadjusted premium made up of three
parts: (1) their 15 percent Medicare
premium (2) the annual annuity
or programmed HIRA withdrawal
amount and (3) a contribution from
the government. The government’s
contribution is calibrated so that the
risk-adjusted premium is sufficient
to pay the enrollment premium.
The base insurance plan is one
with a $2,500 deductible that is
indexed to Medicare per capita cost
growth. Once the government’s
contribution is calculated in this
way, seniors may use those same
dollars to enroll in the other plan
options described above.
Long-Term Insurance Contracts. Unlike the current Medicare
advantage program, this program

will be based on a long-term relationship between seniors and their
insurers rather than a system that
encourages annual plan switching.
A long-term relationship with an

“The government would
contribute a riskadjusted
amount toward
Insert callout
here.
each senior’s insurance
premiums.”
insurer typically also makes possible a long-term relationship with
providers of care. In addition, if
insurers know they will be responsible for care in the future, they will
have incentives to make investments today that have future health
consequences. Hence, the insurance contract should be at least five
years in duration, and perhaps even
longer.
Opportunities to Switch Plans.
Even though most seniors will have
long-term relationships with their
insurers, that does not preclude the
opportunity to switch plans. Certainly, seniors should be able to
make another choice if their plan is
abusive or fails to honor its contracts.
More generally, we want to
encourage health plans to specialize if there are advantages to doing
so. For example, one plan might
become the best at cancer care and
try to solicit cancer patients from
other plans. In order to make such
a switch, all three parties (patient,
original insurer, new insurer) must
agree; and achieving agreement
may involve severance payments
9
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between the insurers. In this way,
the new system will encourage a
“market for sick people” in which
health plans will find it in their
financial self-interest to attract patients by providing efficient, highquality care.31
End of Life Care. Under the
current system, the only way terminally ill patients can get benefits
from Medicare is by spending more
on health care. This may be one
reason why one-third of all Medicare spending is on patients in the
last year of life.32 These incentives
need to be changed. A patient who
forgoes expensive treatment and
enrolls in a hospice or who simply
goes home is saving the system
money. Clearly it is in the taxpayers’ interest to financially reward
people who reduce taxpayer obligations. At a minimum, terminally ill
patients who forgo care should get
to keep some or all of their remaining HIRA funds rather than continue to pay premiums.
Encouraging Efficient Choices.
Patients can also reduce overall
spending by making other decisions. In the international marketplace, hospitals are competing for
patients based on price and quality.
Many of these facilities have affiliations with centers of excellence
in the United States, including,
for example, the Mayo Clinic. In
general, surgery in Europe costs
one half of the typical U.S. charge
and procedures in India and Thailand costs as little as one-third,
one-fourth or one-fifth of the expected U.S. charge.33 In the current
system, Medicare doesn’t pay for
care outside the United States. But
why not? Patients in private plans
should be able to get a rebate of
10

some or all, of their HIRA balances
if they save even more money for
their insurer (and, therefore, for
Medicare).
Encouraging More Efficient
Insurance. Closely related to the
idea of spending less on care is the
idea of choosing less expensive
insurance. What if a senior chooses
a plan with a $10,000 deductible? What if the plan does not
cover “heroic medicine”? What if
it excludes organ transplants and
implantable devices? Surely people
who make these elections and avoid
costs should financially benefit
from them. Presumably, there is
some minimum insurance we want
everyone to have. For choosing
insurance that covers the minimum,
but avoids many expensive options,
people should get rebates of some
or all of their HIRA balances.

“The government
would contribute more
Insert
here.
towardcallout
lower income
seniors’ costs.”

Distribution of Costs
and Benefits
Under Social Security, contributions (taxes) are a percent of wages
and so are retirement benefits. In
a sense, the structure of Social
Security mimics the structure of a
private pension plan in which workers mainly fund their own benefits
with their own contributions. This
is why a pay-as-you-go system can
be replaced with a funded pension
system (as it has, say, in Chile)

without changing its fundamental
appearance. Medicare is different.
There is virtually no relationship
between contributions and benefits
in this program — either over time
or within an age group.
The Current Financing System. Under the current arrangement, workers pay a 2.9 percent
payroll tax — which means that
contributions are proportional to
income. At the time of eligibility
for enrollment, however, all seniors
essentially get the same package
of benefits over a lifetime. Highincome beneficiaries, therefore, pay
more payroll taxes — substantially
more — than low-income beneficiaries for the same insurance plan. In
addition, general revenues (primarily from corporate and individual
income taxes) support 75 percent of
Medicare Parts B and D. These taxes tend to be paid by higher income
workers and owners of capital.
Reformed Financing System:
Medicare SCP Plans. Under the
new, partially funded Medicare
system, we retain the practice of
making contributions proportional
to income. For those who elect
to cede their HIRA funds to the
government and enroll in a SCP at
age 65, the price of enrollment will
vary with income — since higher
income workers will accumulate
larger HIRA accounts. As under the
current system, people the same age
will incur vastly different costs for
the same benefit package.
Reformed Financing System:
Private SCP Plan. For those who
enroll in private SCPs, the government’s role is to top up their 15
percent premium plus their annual
HIRA amount (annuity payment or
withdrawal) to reach a total risk-

adjusted premium needed to buy
the SCP package of benefits. This
means the government will contribute more to the health insurance
of low-income seniors (who have
smaller HIRA amounts) than it will
for high-income seniors. It will
also contribute more to insurance
for the sick (who will require larger
risk-adjusted insurance premiums)
than for the healthy. In this sense,
the role of the government is to
redistribute from high-income to
low-income and from the healthy to
the sick within each age cohort.
Long-Term Financing Arrangement. Ultimately, we would like a
system in which the average worker
accumulates sufficient funds over
his worklife to completely finance
his own post-retirement health
insurance (in addition to the 15
percent annual premium payment
made from retirement income). But
if we achieve this goal for the average worker, we will have saved too
much or too little for every worker
who is nonaverage. The government will have to supplement the
premium payments of seniors who
are relatively poorer and/or sicker.
In order to do this, it will need to
take from the HIRA payments of
the relatively richer and/or healthier.
This will involve a “tax” (or negative subsidy) on the HIRA accounts
of wealthier and healthier seniors.
Changes in Tax Rates Through
Time. In general, we want each age
cohort to make contributions over
their worklife sufficient to fund
their SCPs during the years of retirement (in addition to the 15 percent annual premium payment made
from retirement income). Since it is
impossible to accurately predict the
cost of health care 40 years into the
future, there is no particular reason

to believe that the initial mandatory contribution rate will need to
be kept constant. Every five or 10
years we expect adjustments to be
made, as new information about the
future becomes available.

average person) is much easier than
predicting for a single individual.
And even though no one can reliably predict what will happen to the
average person over 45 years, we
can always begin with an estimate
and readjust every 5 or 10 years
(raising or lowering the needed
contribution rate) as experience
dictates.

“Taxpayers’ share of the
burden would
diminish
Insert
callout
here.
over time.”

This is where insurance comes in.
An individual acting alone faces the
risk that his own experience will deviate from the average — possibly
doing much better, possibly doing
much worse. The downside risk
is that the individual will reach the
retirement years with too little to
pay for his needed health costs. It
is precisely this risk that people, in
principle, could insure against. Ideally, a voluntary insurance contract
would insure the individual against
(a) unexpected changes in income,
(b) unexpected changes in health
status and (c) nonaverage mortality.
There is no reason in principle why
this relationship could not be voluntary, consensual and completely
private.

Comparison with a
Private, Voluntary Plan
How does the plan outlined
above differ from what might arise
in a free market agreement among
voluntary, consenting individuals?
Purely Private, Contractual
Relationships. Imagine a large
number of 20-year-olds, contemplating their future. They would
like to make sure they will have access to health care during the years
of their retirement. But how can
they secure this objective? Ideally,
each would save a certain percent
of his income over the course of his
worklife and use the accumulated
savings to purchase health care and
health insurance during the retirement years.
The problem: No individual can
reasonably predict what his life cycle income will look like, what his
health status (and therefore health
costs) will be at age 65 or how long
he will even be alive. Fortunately,
predicting for the group as a whole
(or what is almost the same thing:
predicting what will happen to the

It may also be possible to protect individuals against the risk of
market volatility. For example, the
day an individual reaches age 65,
the market may be high or it may be
low. However, a smoothing of returns over cohorts spanning, say, 5
to 10 years may provide insulation
against wide swings in investment
returns.34
A Mandatory System. Like
the current Medicare program, the
reformed system we propose would
be mandatory. However, it would
be much closer to a completely
private system than what we have
today.
11
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Why does participation have to
be mandatory? It doesn’t. And it
shouldn’t if we are willing to allow
people to live with the consequences of their own decisions and their
own bad luck. However, there is no
evidence of any such willingness.
As a practical matter, society is
going to provide substantial health
care to people in their twilight
years, even if they have negligently
and willfully saved not a penny for
their own post-retirement health
care needs. Thus without mandated
savings, individuals could game the
system — consuming all of their income during the preretirement years
and relying on the charity of others
during retirement.

“Under reformed
Medicare, each generaInsert
here.
tioncallout
would pay
its own way.”

In this sense, the argument for
forced savings for post-retirement
health care is similar to the argument for forced savings for (Social
Security) retirement income. It basically ensures that individuals pay
their own way and precludes opportunities to exploit the generosity of
other members of their cohort.
Harder to defend is the practice
of charging everyone the same
percent of income (same payroll
tax) to enter the pool. Surely, a
private insurer would not treat all
20-year-olds the same, even though
the payout is 45 years down the
road. Although we discussed above
12

the higher burden on higher-income
enrollees, the current structure of
Medicare is far less redistributive
than one might suppose. Although
low-income people pay fewer
dollars into the system over their
worklives, they die earlier, and after
age 65 they consume less health
care than higher income retirees.35
A Reformed Medicare System.
There are two primary sources of
funds to pay for health care in a
reformed Medicare system: accumulations in HIRA accounts and
money that flows through government. We envision that HIRA funds
will be managed by private sector
trusts, that the relationship of the
trusts to the beneficiaries will be
contractual and that an individual’s
property rights in these funds will
enjoy the full protection of due process of law. Although these trusts
will be subject to governmentimposed rules requiring safe and
prudent management, the government will not be able to seize the
funds any more than it can seize the
funds in someone’s IRA.
As noted, during the accumulation phase of an individual’s life,
his right to his HIRA contributions
is contingent on survival to age
65. For those who do not survive,
the HIRA balance remains in the
private sector and is redistributed
to the remaining members of the
insurance pool. During the decumulation (retirement) phase, individuals have contingent rights to
their annual annuity payments or
programmed withdrawals.
As long as government funds
are used to complete the process of
risk adjustment, individuals may be
said to have a direct property right
in their HIRA annuities. However,

as HIRA balances grow relative
to taxpayer commitments, HIRA
annuities themselves will be subject to an insurance arrangement.
Specifically, individuals will have a
property right to a risk-adjusted annual payment, based on the worklife
contributions they and their cohorts
make. This annual payment will be
adjusted for four types of risk: (1)
income volatility, (2) changes in
health status, (3) mortality and (4)
market volatility.36
Some may question whether the
property right to a risk-adjusted
annual payment is as valuable or
desirable as the right to the exact
dollars an individual contributes
over a worklife. In fact, the former
is more valuable than the latter.
The reason: the former provides
insurance protection that is worth
more than it costs.
In contrast to the contingentinsurance property right individuals
will have with their HIRA funds,
they will have no legally enforceable right to the funds that come
from government. Although under
our proposal the government’s objective is to ensure that every retiree
has access to an affordable SCP
plan, this is not a contractual commitment any more than the current
Medicare system makes contractual
commitments to provide future
health care to beneficiaries. As federal court rulings have affirmed for
Social Security, a current Congress
cannot bind future Congresses.
As the need for change arises, we
expect that government can and will
change its policies.
It may seem that risk-adjusted
payments on behalf of retirees discriminate against people who adopt
healthier lifestyles and thereby en-

courage unhealthy behavior. While
this may be true of spending in any
given year, a new study finds that
over a lifetime, people who adopt
healthy lifestyles actually spend
more health care dollars than obese
people and those who smoke.37 As
a result, people with healthy behaviors may gain from a system of
risk-adjusted payments during their
senior years. Healthier retirees also
gain by being more likely to be able
to use their unspent HSA balances
for nonhealth purposes.

Integration with Social
Security and Medicaid
Reform
A major trend in post-retirement
living is the assisted living facility.
These entities typically offer room
and board — in some cases quite
luxurious — plus nonacute health
care. In theory, an initially healthy
senior could progress through
Alzheimer’s disease and then death
without ever leaving the facility.
The emergence and growth of
assisted living facilities causes us to
focus on an often ignored reality: It
is becoming increasingly difficult
to separate living needs from health
care needs — especially for senior
citizens. That being the case, why
do we need three separate programs: Social Security for living
expenses, Medicare for health care
and Medicaid as a fall back insurance for long-term care? Why can’t
all three programs be rolled into
one? They could.
In a reformed Social Security
system, each generation would save
through private accounts for its own
retirement living expenses. In a reformed Medicare system, each generation would save through private

accounts for its own post-retirement
health care. But why have two accounts? Why have separate investment strategies? Wouldn’t a single
account be more efficient and make
more sense? We believe it would.
Additionally, there is no reason why
the same account could not also be
used for long-term care insurance
— thereby replacing the largest,
fastest growing part of Medicaid.
It might work like this: At the
time of retirement, an annuity
would be purchased which generates two separate cash flow streams.
One would be for living expenses
(like a pension) and the other would
be for health insurance (like the
HIRA accounts described above).
However, the two income streams
could be combined and redivided in
different ways. For example, one
stream of payments could cover the
cost of living, outpatient care and
long-term care at an assisted living
facility, while the remaining stream
pays for insurance for catastrophic
inpatient care.

“Seniors could annuitize
their retirement living
expenses
if Social Security
Insert callout
here.
and Medicaid were also
reformed.”

A Different Approach to
Low-Income Subsidies
The approach to Medicare reform
outlined here is based on the idea
that each generation should pay
its own way. However, even after
mandatory saving over an entire
worklife, there will be those who

have not saved enough to fund their
own post-retirement health insurance. Should the financial shortfall
experienced by people be made up
by the members of their age cohort?
Or should this deficit be viewed as
more properly a concern of society
as a whole? If the latter, then we
may want to keep a residual part
of the program to be funded by
taxpayers —say, through an assessment roughly the size of the current
payroll tax.

Estimating the Effects of
the Reforms
Although we have considered
a large number of reforms in the
preceding section, here we attempt
to simulate the effects of just a few
of those reforms. We begin with
the core model, described above.
We also consider two other reform
proposals.
Simulation Assumptions: The
Core Model. In order to simulate
the effects of our proposed reform,
we make the following assumptions
[see Figures II and III]:
1. Future health costs will grow at
the same rates assumed by the
Medicare Trustees. Note: This
is a conservative assumption,
since it ignores the effects of
increased incentives we propose to control costs.
2. All current Medicare enrollees
opt to enroll in SCP plans. This
assumption is made for ease of
computation and has a very minor impact.
3. All future participants enroll in
SCP plans at age 65.
4. The mandatory contribution is
4 percent.
5. All HIRA funds are invested in
13
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a balanced portfolio of assets earning 5.2 percent
during the accumulation phase and 2.9 percent
(for the annuities) or 5.2 percent (for programmed
withdrawals) during the decumulation phase. This
capital market return is lower than what others
have suggested.38

FIGURE II

Spending and Costs as a Percent of GDP
$2,500 Base Deductible

Percent

Contributions: 4% of wages
Rate of return during accumulation: 5.2%
Rate of return during decumulation: 2.9%
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7. The demand-side and supply-side effects of higher
deductibles are modeled based on the results of
the RAND Health Insurance Experiment and other
studies.39
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FIGURE III

Spending and Costs as a Percent of GDP
$2,500 Base Deductible
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Contributions: 4% of wages
Rate of return during accumulation: 5.2%
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6. The base SCP plan begins in 2007 with a $2,500
deductible and is indexed to Medicare per capita
cost growth.

8. The government makes an annual contribution
which, when combined with a 15 percent premium
payment and an individual’s HIRA annuity or programmed withdrawal, is sufficient to pay the riskrated premium needed to purchase an SCP plan for
every retiree.
9. If the HIRA balances of some individuals become
so large that no government contribution is needed
to purchase an SCP plan, the government taxes the
surplus funds of some individuals in order to make
risk-adjusted payments for others.
An Alternative Way to Purchase Private Health
Insurance: The Rettenmaier-Saving Plan. Andrew
Rettenmaier and Thomas Saving have a proposal that
we model below.40 [See Figures IV and V.] Specifically, the retiree’s entire HIRA annuity is deposited in
the Roth-type HSA and the retiree’s across-the-board
deductible increases dollar for dollar with the HIRA
annuity amount. For example, if the HIRA annuity is
$1,000, the total deductible would rise from $2,500 to
$3,500.
The advantage of this approach is that it generates
more demand-side incentive effects for every retiree
and, as a consequence, it generates more supply-side
effects as well. Therefore, overall health care spending will be lower than otherwise and the retirees will be
able to devote any of their annuities that are not spent
on health care to the consumption of other goods and
services. Another advantage is that workers will not
view their contributions as a pure tax — as they would
with the core reform that requires the entirety of their
annuities be devoted solely to health care consumption.
The downside of this approach is that it leaves taxpayers with a higher long-run burden than the core model.

However, retirees are able to consume more of other
goods and services from the residual amounts of their
HIRA annuities that are not spent on health care. This
higher consumption is not reflected in the following
simulation results.

Contributions: 4% of wages
Rate of return during accumulation: 5.2%
Rate of return during decumulation: 2.9%
Percent

The assumptions for the Rettenmaier-Saving Model
are the same as for the Core Model except that:

FIGURE IV

Spending and Costs as a Percent of GDP
$2,500 Deductible, Rising Indefinitely
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1. HIRA annuities (or programmed withdrawals) are
deposited directly into the recipient’s HSA and the
across-the-board deductible rises dollar for dollar
with each contribution. The annuity combined with
the indexed-based deductible defines the upfront
cost sharing for each retiree.
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with each contribution up to a maximum deposit of
$2,500 and a maximum deductible of $5,000 (with
amounts indexed to per capita Medicare expenditure growth).

2

0
2000

2010

2020

2030

2040

2050

2060

2070

2080
Year

“As workers’ savings grow, the cost of
Medicare to taxpayers recedes.”

FIGURE V

Spending and Costs as a Percent of GDP
$2,500 Deductible, Rising Indefinitely
Contributions: 4% of wages
Rate of return during accumulation: 5.2%
Rate of return during decumulation: 5.2%
Percent
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Simulation Results. Figures II through VII
show the simulation results for the three models and
the two rate-of-return assumptions during the decumulation phase. Note that in each of the graphs:

FIGURE VI

Spending and Costs as a Percent of GDP
$2,500 Deductible, Rising to $5,000

Percent

Contributions: 4% of wages
Rate of return during accumulation: 5.2%
Rate of return during decumulation: 2.9%
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FIGURE VII

Spending and Costs as a Percent of GDP
$2,500 Deductible, Rising to $5,000
Percent
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Rate of return during accumulation: 5.2%
Rate of return during decumulation: 5.2%
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■■ The upper line represents Medicare spending
(funded by taxes plus premiums) under the current system.
■■ The next line down represents Medicare spending under the reformed system (funded by taxes
plus premiums plus prefunding through HIRA
accounts).
■■ The next line represents the contemporaneous
cost of the reformed program (measured as the
sum of taxes plus premiums needed to pay benefits in each year) plus contributions to HIRA accounts needed to continue the process of prefunding future health care expenses.
■■ The bottom line represents only the contemporaneous cost (taxes plus premiums) and is the one
most comparable to the top line.
As all six figures show, the effects of prefunding
combined with better incentives have a dramatic
impact on the future financial health of Medicare.
Eventually, the taxes and premiums needed to pay
benefits comparable to what Medicare promises
today will be only a fraction of what they will need
to be in the absence of reform. Specifically:
■■ Under the current system, the taxes and premiums needed to support Medicare spending will
more than triple, growing from 3.2 percent of
GDP today to 11.3 percent by 2080.
■■ By contrast, under the Core Model with a 2.9
percent decumulation rate of return, the taxes and
premiums need to support Medicare spending
will be 2.9 percent of GDP by 2080.
■■ Under the higher (5.2 percent) decumulation rate
of return, the burden of Medicare will return to its
current level soon after midcentury and it will be
only one-third of the current level by 2080.
■■ The burden of Medicare spending achieves comparable results under the Intermediate Model.
Although both models bring the burden of Medicare spending back to current levels, by the time
today’s teenagers reach the age of retirement the
Intermediate Model has a bigger impact on health

care spending, bringing the total
down to 8.2 percent of GDP as opposed to 10.2 percent with the Core
Model. Relative to the Core Model,
the Intermediate Model cuts spending by one-fifth. Figures IX and X
show how the burden for taxpayers
will change over the next 73 years:
Whereas taxes pay for almost nine
of every 10 dollars of Medicare
spending today, under the Intermediate Model taxes will be needed
for only one in every four dollars of
spending in 2080.
As explained in the Appendix,
we assume that the Core Model has
demand-side effects only. For the
Intermediate Model, however, we
estimate supply-side effects as well:
■■ By 2080, with a 2.9 percent
return during the decumulation phase, the Intermediate
Model will reduce the burden
of Medicare by 10.2 percentage
points of GDP, relative to what
otherwise would have happened.
■■ Of the total reduction, about 70
percent (7.1 percentage points)
is produced by the effects of prefunding, about 20 percent (2.1
percentage points) is produced
by demand-side effects, and
about 10 percent (1.0 percentage
points) is produced by supplyside effects. [See Figure VIII.]
Consider now the RettenmaierSaving reform plan (illustrated
in Figures IV and V), which allows rising HIRA contributions
through time to be contributed to
the retirees’ HSA accounts along
with dollar-for-dollar increases in
the across-the-board deductible.
The results for the 5.2 percent/2.9
percent return assumptions are as
follows:

■■ This reform substantially reduces
Medicare spending — falling
from 11.3 percent of GDP in
2080 to 5.7 percent — virtually
cutting total spending in half.
■■ The remaining burden of taxes
and premiums, however, is 70
percent larger than under the
Intermediate reform (5.7 percent
versus 3.3 percent, with a 2.9
percent decumulation rate).
■■ The total cost of the reform is
7.4 percent of GDP in 2080 including workers’ contributions
to their HIRA. This compares
to 5.0 percent of GDP under the
Intermediate reform.
The reason for this apparent
anomaly is that HSA account-holders are choosing to spend substantially more of their HSA funds on
other goods and services (rather
than health care) than is allowed
under the Intermediate plan.

“By midcentury,
annual taxpayer costs
wouldcallout
be the same
Insert
here.
percentage of national
income as today.”

Conclusion. Health care spending has been growing at roughly
twice the rate of growth of national
income for about four decades. If
that trend continues, health care will
eventually crowd out every other
form of consumption — there will
be nothing left for food, clothing,
housing and so forth. Clearly, we
are on an impossible path.

The simulations in this study are
based on the assumptions of the
Social Security/Medicare Trustees.
These assumptions presume health
care spending will moderate, eventually growing no faster than the
average wage. But the Trustees do
not tell us what changes will occur
to bring about such moderation.
Given the Trustees’ assumptions,
we have proposed a set of reforms
that will solve the long-term financial problems of Medicare. These
include: (1) allowing providers to
repackage and reprice their services
in ways that improve quality and
reduce price, (2) allowing beneficiaries to manage more of their
own Medicare dollars through cash
accounts called Roth Health Savings Accounts, and (3) requiring
the working age population (along
with their employers) to prefund
much of their post-retirement health
care benefits by saving 4 percent of
wages from now until the time of
retirement.
These reforms are expected to
moderate the growth of Medicare
spending and to shift the burden of
spending from taxpayers to workers
beneficiaries over time. As a result,
the taxpayer burden for Medicare as
a percent of national income should
be no higher by midcentury than it
is today. Of the future reduction in
taxes and premiums, 10 percent will
be due to supply-side reforms, 20
percent will be due to demand-side
reforms and 70 percent will be due
to the effects of prefunding.
Furthermore, all of these changes
are accomplished while preserving the progressivity of the current
system.
17

A Framework for Medicare Reform

FIGURE VIII

Reasons for the Reduction in Taxes and Premiums
Needed to Fund Medicare from 2007 to 2080*
(Intermediate Model)
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Measures the contribution of each factor to the reduction of taxes and premiums needed to fund Medicare as a percentage of GDP.

FIGURE IX

FIGURE X

Sources of Funds for Medicare

Sources of Funds for Medicare

(2007)

(Intermediate Model) (2080)

14%
Premiums

86%
Taxes

14%
Premiums

60%
Prefunding

26%
Taxes

NOTE: Nothing written here should be construed as necessarily reflecting the views of the National Center for Policy Analysis
or as an attempt to aid or hinder the passage of any bill before Congress.
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APPENDIX A — Estimating Supply-Side Effects
by Andrew J. Rettenmaier
The demand-side effects of higher deductibles on Medicare spending are derived from estimates based on the
RAND Health Insurance Experiment (HIE).41 The total deductible is compared to total per-capita spending on
Medicare-covered services by age.42 This ratio is compared to similar ratios from the RAND simulation results to
stratify the effects of different deductible amounts. Today, a base deductible of $2,500 is equal to about 17 percent
of estimated total average spending on services covered by Medicare. At the time of the RAND experiment, a deductible of $100 represented about 12 percent of average spending by individuals who had access to free care, while
a deductible of $200 was equal to 25 percent. The estimate of the effect of a $2,500 on a retiree’s demand for health
care would fall between the 12 and 25 percent reduction suggested by the RAND results. The reduction in health
care spending due to total deductible amounts that rise relative to average spending are estimated in the same way.
20%
Such a rise will occur with the intermediate
case and the Rettenmaier–Saving plan.
Demand Side
Estimating possible supply-side responses
due to higher cost sharing is less straightforward, though recent work
Effects
has hinted that the supply-side responses may be substantial. Amy Finkelstein finds that as much as 50 percent of
the real per capita health care expenditure growth between 1950 and 1990 can be attributed to the reduction in outof-pocket spending.1
Previous estimates of the degree to which declining out-of-pocket spending explains expenditure growth suggested a smaller effect than those obtained by Finkelstein. Joseph Newhouse used the RAND HIE to determine the
percentage of the growth in real per capita health care spending between 1950 and 1980 that is due to the change
in out-of-pocket spending over that time period.2 He notes that the RAND HIE results indicated that moving from
an average coinsurance rate of 33 percent to a zero rate at a point in time produced a 40 to 50 percent increase in
demand. Given that the average realized coinsurance rate dropped from 67 to 27 percent between 1950 and 1980, or
40 percentage points, he estimates that demand should have increased about 50 percent as a result of the change in
the coinsurance rate. However, there was a 400 percent increase in real spending over that time period. He therefore concludes that the increase in real spending was eight times as large as one would expect from the change in
the coinsurance rate.
Finkelstein estimated that spending increased 37 percent during the first five years of the Medicare program.
Medicare decreased the population average coinsurance rate by 7 percentage points. Thus, the 50 percentage point
decrease in the coinsurance rate between 1950 and 1990 would increase spending by 264 percent which accounts
for about half of the total real per capita spending increase over this period; this is in contrast to the one-eighth
estimated by Newhouse. Finkelstein notes that Medicare provided incentives that allowed health care suppliers,
particularly hospitals, to invest in capital.
A reform that potentially moves cost sharing in the opposite direction of the cost sharing percentages between
1950 and 1990 will likely produce supply-side responses in addition to the demand-side responses that will both
lower the level of spending as well as the growth rate in spending. In the present study, the adjustment due to the
higher deductibles is estimated in two stages. The first stage is the demand-side adjustment due to the rising total
deductible as described above.43 The second stage of the adjustment attempts to account for effects of the change in
the realized percentage of out-of-pocket spending. In the core case this percentage stays the same through time, so
no adjustment is made to the per capita growth rate used by Medicare. In both the intermediate case and the case of
the Rettenmaier-Saving plan, however, realized out-of-pocket spending as a percent of total spending would rise.
The estimates in Newhouse and Finkelstein are both based on realized out-of-pocket spending as a percent of total
spending, not deductibles and copays as a percent of spending. In the case of the Rettenmaier-Saving plan, the realized out-of-pocket spending as a percent of total spending would rise by an estimated 15 percentage points by 2050.
The second-stage adjustment is estimated by assuming that this rise in out-of-pocket spending reduces the real
growth in per capita spending by 2050 by 15 percent.
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1983. Its aim is to examine public policies in areas that have a
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state and local governments now spend
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NCPA for the State Policy Network, is
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the core of the Contract with America in
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The NCPA is a 501(c)(3) nonprofit public policy organization. We depend entirely on the financial support of individuals, corporations and foundations that believe in private sector solutions
to public policy problems. You can contribute to our effort by mailing your donation to our Dallas headquarters or logging onto our Web site at www.ncpa.org and clicking “Donate.”
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